THE BAYLOR BULLETIN 


Baylor Business Studies 


FORTY-FIRST 


FEDERAL RESERVE POLICY IMPACT ON LIFE 
INSURANCE FUNDS 
by 
EDWARD A. NELSON 


DOES DECENTRALIZATION TRAIN 
MANAGERS? 
by 
HARLAN H. HAGUE 


True HANKAMER SCHOOL OF BUSINESS 
Baytor UNIverRsIty 
Waco, TEXAS 


Price 50 Cents 


SEPTEMBER, 1959 


‘y 
we 7" 
‘Lie 
2 
= 


Baylor Business Studies 


Published Quarterly by the 
Committee on Research, Hankamer School of Business 
Baylor University, Waco, Texas 


HANKAMER SCHOOL OF BUSINESS 
Aldon S$. Lang, Ph.D., Dean 


BUREAU OF BUSINESS AND ECONOMIC RESEARCH 
HOWARD B. BALTZ, Acting Director 
Committee on Research 
Aldon S. Lang, Chairman Emerson O. Henke 
H. N. Broom Billy J. Hinton 
Edwin L. Caldwell Edward A. Nelson 
Doyle L. Calton James W. Parsons, Jr. 


Previous Issues of 
BAYLOR BUSINESS STUDIES 


1. New Random Sampling Numbers, by H. N. Broom, Ph.D. 
2. Presentation of Financial Statements in a Period of Fluctuating Prices 
by Emerson Henke, M.S., C.P.A. 


3. Analysis of Customer Reaction to Waco Retailers, by Neil S. Foster, 


, 


4+. Population Change in Metropolitan Waco, by Homer H. Hamner, Ph.D. 
5. Is Your Property Really Yours? A Study in Title Insurance, by Wal- 
stein Smith, Jr., LL.B., M.B.A. 

6. Metropolitan Waco: A Study in Business and Economic Development, 
by Floyd F. Burtchett, Ph.D. 

7. The Individual Investor As A Builder of Empire, by Eleanor Jane 
Robinson, Ph.D. 

8. Some Major Personnel Problems in a Tightening Labor Market, by 
Arch W. Hunt, Jr., M.A. 

9. Some Implications of Federal Income Tax Laws for Individual Investors 
In Real Estate, by James F. Goodman, LL.B., M.B.A., C.P.A. 

10. The Rise of a Businesss L. L. Sams and Sons, Church Furniture, by 
H. Paul Dellinger, B.S., Col., U.S.A.F. 


11. Which Way Waco? A Study in City Planning, by Walstein Smith, Jr., 
LL.B., M.B.A. 


12. Public Relations: A New Philosophy of Management, by Arch W 
Hunt, Jr., M.A. 


13. Insurable Interest in Texas, by Leslie A. Rasner, B.B.A., LL.B. 
14. Retail Trade Survey of Waco, Texas, by Curtis C. Reierson, B.B.A., 
M.S. 
15. Opportunities in Real Estate, by Walstein Smith, Jr., LL.B., M.B.A. 
16. Successful Estate Planning, by James F. Goodman, B.S., LL.B., M.B.A., 
CPA, 

(Continued on inside back cover) 


ee Subscription Price $1.50 Per Year 
: 


THE BAYLOR BULLETIN: 
Baylor Business Studies 


FORTY-FIRST ISSUE 


FEDERAL RESERVE POLICY IMPACT ON LIFE 
INSURANCE FUNDS 


by 


EDWARD A. NELSON, Ph.D. 
Associate Professor of Finance 
Los Angeles State College 


Formerly Associate Professor of Economics 
Baylor University 


DOES DECENTRALIZATION TRAIN 
MANAGERS? 


by 


HARLAN H. HAGUE, B.B.A. 
Baylor University 


HANKAMER SCHOOL OF BUSINESS 
BayYLoR UNIVERSITY 
Waco, TEXAS 


Price 50 Cents 


Votumg LXII SEPTEMBER, 1959 Number 12 


Published quarterly by Baylor University, and entered at the Post Office at 
Waco, Texas, as Second Class Mail Matter. 


ate 
A 
y 
; 
oe 
2 


: 
3 
| 
f 


TABLE OF CONTENTS 


FEDERAL RESERVE POLICY IMPACT ON 
LIFE INSURANCE FUNDS 


Federal Reserve Financial Control _----------------- 6 
1955—Recovery Is Dominant’ 8 
1956—Credit Restraint Is Evident ~----------------- 9 
1957——-The Bad of Tighteess 11 
Impact Measured Traditionally ~-..----------------. 13 
DOES DECENTRALIZATION TRAIN 


: 
I. 
>~ 
II 


; 


Edward A. Nelson* 


FEDERAL RESERVE POLICY IMPACT ON LIFE 
INSURANCE FUNDS 

Introduction 

The effectiveness of Federal Reserve monetary policy is a 
perennial economic question receiving the attention of politicians, 
businessmen, and academicians. Congress, through many hear- 
ings and investigations, has taken the initiative frequently in de- 
manding that the Federal Reserve authorities account for their 
policies and actions. In recent years, pressure from many addi- 
tional sources has been focused upon the Federal Reserve System. 

A recent congressional survey discovered that there exists a 
general faith in the capability of the Federal Reserve authorities 
among a representative group of teaching economists. These pro- 
fessional critics expressed a “belief that the monetary policies” 
set forth by the Federal Reserve System ‘“‘served to dampen infla- 
tion during 1955-57.” Within this group of those who went even 
further and indicated an opinion, on the appropriateness of the 
use of general credit controls, the majority appraised the use of 
these weapons as neither insufficiently nor excessively utilized.! 

Within this broad controversy there are areas requiring basic 
documentation, additional research, and further study ; specifically, 
the question of existing relationship between the banking-monetary 
structure and other financial institutions. Back in 1955, Gurley 
and Shaw suggested that regulatory techniques and legislation for 
nonbanking financial intermediaries were still to come? Yet, they 
suggest, rather surprisingly, an equivalent of the Federal Reserve 
Act. The general theme would be to broaden monetary control 
to a more inclusive area of “financial control.” To encourage 
authorities to exercise broader control over the imperfectly com- 


*Associate Professor of Finance, Los Angeles State College; formerly 
Associate Professor of Economics, Baylor University. This research was 
started under a Ford Foundation fellowship to the Regional Faculty Semi- 
nar in Economics at Tulane University, conducted by Dr. Howard Schaller 
during the summer 1958. 


1United States Congress, Joint Economic Committee, Economic Policy 
Questionnaire, “Tabulation of Replies Submitted to Sub-committee on Eco- 
nomic Stabilization.” December, 1958 (Washington: Government Printing 
Office, 1959), p. 6. 


2John G. Gurley and E. S. Shaw, “Financial Aspects of Economic De- 
velopment,” American Economic Review, XLV (September, 1955), pp. 
536-8. 
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petitive markets that nonbank savings institutions operate within, 
“financial control . . . would regulate creation of financial assets 
in all forms that are competitive . . . in spending units’ portfolios.’’ 

In this paper, an attempt is made to carry the light of investiga- 
tion a step forward and document the impact of general monetary- 
credit policy upon one segment of these financial institutions. An 
examination of life insurance companies’ activities during a period 
of Federal Reserve monetary policy influence will be summarized. 
The time period, which should include one complete phase of the 
business cycle, must cover policy from one reversal through all 
subsequent actions to the next major reversal of policy. Therefore, 
late 1954 through late 1957 is the most recent phase of sufficient 
duration available. 


Federal Reserve Financial Control 


In exercising credit control over the banking system, the Fed- 
eral Reserve officials rely upon three general techniques and the 
more comprehensive technique - - moral suasion. Each of the 
general credit policy weapons operates through an effect upon the 
banking system’s reserve position. Reserve requirements directly 
affect reserves, open market operations ultimately affect reserves, 
and the discount rate affects the cost of obtaining additional re- 
serves. On the other side, life insurance reserves are determined 
more by law, and influenced rather remotely by the companies’ 
estimated interest rate into the future.4 Therefore, it is essential 
to seek the precise manner by which the Federal Reserve Board 
of Governors is able to influence funds and credit flows through 
the life insurance industry. 


1954-Policy is Reversed 


The Federal Open Market Committee of the Federal Reserve 
System took notice of an apparent slackening of the recessionary 
decline in production and consumption at the June 1954 meeting. 
However, the official policy of “active ease” in the money market 
was not to be disturbed at this time. The revival that had occurred 
was of modest proportions and there was no confirmation that this 
direction of economic movement would continue. Furthermore, 


3Ibid., p. 537. 


4Policy reserves of life insurance companies are determined by assumed 
rates of interest, mortality probability, and types of policy. 
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the system’s previous reduction in bank reserve requirements was 
expected to take effect during June, July, and August.5 

Assurance of the cessation in the economic activity decline came 
when a “plateau” developed, prior to the September 22, 1954 
committee meeting. This leveling off period held a few indications 
of a possible upturn to come.® Confirmation of the recovery trend 
was evident before the December 7, 1954 meeting. This change in 
economic climate produced only a mild change in the money market 
policy of the Federal Open Market Committee. Whatever the 
measurable difference between a policy of “active ease’’, previous- 
ly in effect, and a newly adopted policy of “ease”,” it amounted 
to a reversal of direction. Still, by confining operations under the 
new policy to the open market, the Committee lessened the moral 
suasion effect® of a policy reversal. With the rise in economic 
activity during the fourth quarter of 1954 came, nevertheless, a 
policy of lessened monetary ease by the Federal Reserve System. 

As a period of uncertainty, 1954 produced a lower personal 
income for the country and created higher unemployment levels. 
Still, this was a record year for the life insurance industry with 
notable gains in all types of life insurance policy sales. Coupled with 
these gains, total income of United States life insurance companies 
reached a new peak of nearly $15.3 billion. Specifically, a record 
premium income of $11.6 billion, and a record investment and other 
income of $3.7 billion, flowed into the industry. The combined 
assets rose $6 billion to exceed the $84 billion level.’ 

During the twelve months of changing economic conditions, the 
life insurance industry supplied more than $5 billion of financing to 
the U. S. capital market. These funds went into mortgage loans 
and domestic corporate security issues about equally. With the end 
of the year, the money market was beginning to experience tighten- 
ing influences exercised by the monetary authorities. Through 
the following years it will be important to trace developments 
within the above areas, noticing any changes in the patterns, and 


5Federal Reserve Board of Governors, Forty-First Annual Report of the 
Board of Governors: 1954 (Washington: 1955), p. 95. 


6Tbid., p. 96. 
7Ibid., pp. 97-98. 


: 8Moral suasion, as it is used herein, represents the psychological reaction 
in the economy to known actions taken by the Reserve System. 


%Institute of Life Insurance, Life Insurance Fact Book: 1955 (New York: 
1955), pp. 48-59. 
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relating such changes to their proximate causes. This could bring 
into prominent focus the impact of Federal Reserve Monetary 
Policy upon the life insurance industry. 


1955—Recovery Is Dominant 


The twelve months of 1955 provided a period of high levels of 
production and employment. Expansion of consumption demand 
and investment demand created pressure on wages, industrial 
prices, and credit. “Federal Reserve policy during 1955 responded 
to changes in the economic climate . . . emphasis shifted gradually 
from facilitating recovery to restraining inflationary develop- 
ments.”!0 

During the third quarter of the year, the System’s holding of 
securities declined, while the nonbank sectors added substantially 
to their total investments in United States Government securities, 
including short-term issues sold by the banks. 


With the flow of new savings into major financial institu- 
tions increasing at a slower rate than in 1954, and with mone- 
tary restraint limiting the expansion of bank reserves, lend- 
ers were under pressure to allocate available funds among 
competing demands. Most financial institutions found it 
necessary to borrow or reduce liquid asset holdings in order 
to meet commitments to customers.!! 


A rise in interest rates began late in 1954 and continued 
through 1955. Short-term rates rose more rapidly than longer 
term interest reaching a twenty year high, and narrowing the 
traditional gap between short and long-term rates. During April, 
the discount rate was raised one step, and again in the fall the 
rate was increased two steps to a system-wide 2% per cent.!? 
September through November was marked by a continued in- 
crease in the demand for credit causing an increase in member 
banks’ reliance upon Federal Reserve credit. Therefore to in- 
crease “the degree of credit restraint being exerted . . . in the in- 
terest of preventing inflationary developments.”!’ the Board ap- 
proved an additional one step rate increase. 

Through the year 1955, assets of life insurance companies con- 
tinued to grow in total, to over $90.2 billion. While other non- 


10Forty-Second Annual Report of the Board of Governors: 1955, p. 1. 

11]bid., p. 17. 

12The Federal Reserve System changes the discount rate in “steps” of 
one-fourth of one per cent. 

13] bid., p. 88 


— 
: 
2 
: 
: 
iad 
ae 


FEDERAL RESERVE POLICY IMPACT 9 


bank financial sectors increased their holding of United States 
Government securities, the life companies along with banks man- 
aged to reduce this portion of their portfolios by year end. There 
were month to month fluctuations, increases as well as decreases 
in life holdings of Governments, but the increases were never 
greater than January’s net addition of $208 million. During the 
entire twelve months, a reduction of $475 million was effected. 
Holdings of State and local Government securities increased $165 
million during the same period. Funds for business provided by 
this financial group, through purchases of business securities, 
amounted to a net addition of $2,160 million. Mortgage holdings 
of the industry increased by more than $4.4 billion.!* 

While the current position of many financial groups deteriorated, 
the miscellaneous assets portion of life company holdings did not 
change as a proportion of total assets. Thus, there was an in- 
crease of $141 million in due and deferred premiums and an in- 
crease of $25 million in cash holdings.!5 In summary, 1955 saw 
the life industry acquire more than $6 billion which moved pri- 
marily into mortgages and business securities. Any need for 
liquidity or for meeting temporary forward commitments were 
met either from the normal flow of funds or through a liquidation 
of U. S. Governments. The year seemed to provide a continua- 
tion of insurance company trends from the preceding year. 
1956-Credit Restraint Is Evident 

Economic activity proceeded upward at a rate that absorbed a 
tighter check on credit and monetary expansion throughout 1956. 
More industries were nearing capacity output, with prices rising 
at wholesale and retail levels along with expansion in consumer 
demand and rising business capital expenditures. The public, 
to offset a small one per cent growth of the money supply, in- 
creased the velocity of deposit currency. Total credit demand 
continued to exceed the supply of loanable funds raising interest 
rates to the highest levels since the depression of the 30’s. Federal 
Reserve policy continued to be a policy of exerting restraint, with 
the Reserve Banks’ discount rate going up in April and again in 
August.16 


The Federal Government used a cash surplus in its budget to 


14Federal Reserve Board of Governors, Federal Reserve Bulletin: March 
1956 (Washington: 1956), p. 255. 


1SLife Insurance Fact Book: 1956, p. 81. 
16Forty-Third Annual Report of the Board of Governors: 1956, p. 1. 


: 
: 
= 
= 
= 
E 


10 BAYLOR BUSINESS STUDIES 


reduce the overall publicly held national debt. Business needs 
were met partly by external financing, floating a substantial 
amount of corporation securities, and partly through an $800 
million net liquidation of corporate held United States Govern- 
ment securities. Even with this flow of cash, corporations found 
that their liquidity position had deteriorated, while cash balances 
that could be loaned in the money market were scarcer. Savings 
institutions supplied a smaller volume of loan funds, even with 
interest rates increasing in 1956 after the increase of 1955. 
Aggregate flows of savings into these savings institutions con- 
tinued at the 1955 rate, but management in many savings sectors 
refused to draw from their sources of credit to meet the corporate 
needs. 

During this year of tightening money and unsatisfied cor- 
porate demand for funds, the life industry increased its holdings 
of corporate securities by almost $2 billion net. The net addition 
to mortgage holdings was more than $3.5 billion, while other 
assets increased by $333 million. An overall sales increase created 
a net increase in assets equal to $5.6 billion which in turn helped 
provide the funds for the indicated portfolio increases. Along with 
this vast flow of funds through life insurance firms, the industry 
reduced holdings of the securities of the Federal Government by 
$1. billion.” 

This institutional pattern differs with the general trend pat- 
terns among other nonbank financial groups. Under the restrain- 
ing policy of the Federal Reserve, there appeared to be a smaller 
volume of funds supplied in 1956 by all other savings institutions. 
At the same time, the money flow of life companies continued 
strong, and life insurance reserve funds provide a major source of 
expansion capital for business firms. The recent investment trend 
of private placement with life insurance companies guarantees 
that corporations receive the funds for new issues of senior 
securities. This process, used for more than 50 per cent of new 
money issues, insures that the money will be used, not saved, 
and will be returned to the spending stream. 

On the basis of aggregate investment transactions for the 
year, new investments reached $18.2 billion for life insurance 
companies. This total was composed of: $6.7 billion of newly 
acquired mortgages, $5.6 billion of business securities bought, 


17Life Insurance Fact Book: 1957, pp. 60-81. 
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$4.2 billion of U.S. Government securities acquired, and $1.7 bil- 
lion of all other groups of investments purchased. Even with this 
large addition to U. S. Government securities held, because of 
the concentration of purchases in the short-term Treasury bills 
and Treasury certificates area, the net addition was negative.!8 
Liquidation of long-term instruments exceeded the replacements 
on a permanent basis.!? Besides, this in no way aids the Treasury 
in its attempts to lengthen the average maturity of the Federal 
debt. 

One noteworthy feature of 1956 for the life industry was the 
intense competition among companies. New policy forms and 
lower rates on quantity purchases were offered; still new funds 
attracted by the industry were less than the total amount at- 
tracted the previous year. Did this portend a growing reluctance 
on the public’s part to continue to accumulate fixed dollar invest- 
ments? In the following year, the growth in total assets of all 
life insurance carriers continued at a declining rate of increase. 


1957-The End of Tightness 


The year 1957 proved to hold many more confusing trends 
than either of the two preceding years. In the United States, 
many new records were established in various economic indexes. 
Economic activity continued to rise for nine months, and demand 
for bank credit remained strong. <An increase in time deposits 
encouraged the growth in bank lending and investing. Monetary 
authorities permitted only a small increase in pocket currency and 
deposit currency. Notwithstanding a rise in deposit turnover, 
the general liquidity position of business and financial institutions 
declined. 


During the first three quarters of the year inflationary forces 
continued to push prices of goods and equities upward. The 
pressure of capital and credit demands on the supply of new 
savings and other loan funds, in the face of restrictive fi- 
nancial policies of governments and monetary authorities, led 
to the highest levels of interest rates in more than two 
decades.?° 


The discount rate, increased further in mid-August by a full two 


18] bid., pp. 83-4. 

19This pattern of securities holdings may be a direct or indirect result of 
the “real bills” policy followed in the open market activities of the Federal 
Reserve Authorities. However, it is a separate question not to be answered 
in this paper. 

20Forty-Fourth Annual Report of the Board of Governors: 1957, p. 1. 
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steps, reached 3’ per cent. This peak rate brought the cost of 
bank borrowing more nearly in line with the rates for corporate 
borrowing in the open market. 

The final three months of the year saw a change in attitudes 
of businessmen, investors, and the general public toward spending 
and investing. It became apparent that the record prosperity 
started in late 1954 had reached the stage of weakening reinforcing 
factors, and that the limiting factors had become dominant on the 
economic scene. “In late summer and early autumn, inflationary 
pressures were abating and there were indications, both in this 
country and abroad, of less intensive resource  utilization.”?! 
Federal Reserve policy took its first cautious step toward easier 
money when the open market account manager actively began 
purchasing securities in mid-October. To reinforce this move, 
and to exert moral suasion over the financial markets, the Federal 
Reserve Banks reduced their discount rates by two steps in mid- 
November.?? 


Credit demand varied over the twelve months, reflecting the 
pace of activity in the many different sectors of the American 
economy. The supply of loanable funds to meet these needs de- 
clined further in 1957. New funds available to the non-bank 
sector of savings institutions continued the trend of a lower net 
addition than in the previous year. A larger share of individuals’ 
savings were being invested directly in stock market securities. 
Institutional lenders shifted their flow of investment funds more 
into business securities and less into new mortgage commitments. 
Added strain was placed upon the liquidity position of corpora- 
tions in business and in finance. . 


The year 1957 produced more general conformity in the new 
investments pattern of the life insurance sector with other sav- 
ings institutions. 


While total life insurance company assets rose by $5.3 
billion in 1957, new investments added up to $16.8 billion, 
with new money ... . supplemented by funds from maturities, 
refundings, pre-payments, and sales of previously held in- 
vestments including a ‘roll over’ of several million dollars of 
short-term securities, largely those of the Federal Govern- 
ment. The total of new life insurance investments in 1957 
was $1.4 billion less than that of the year before, the decline 


21]bid. 
22Tbid., pp.3-7. 
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resulting in part from a decrease in refunding during the year 

as interest rates rose.?> 
Throughout the prosperity of 1954-57, the last year was the only 
year in which the life companies acquired more corporate bonds 
than they acquired mortgages. This reduced interest in mortgages 
was in the area of government backed loans mainly, rather than 
in conventional loans, and could have reflected in part the slow- 
down in residential building activity.24 Even with the turmoil in 
the economy, the pattern of holdings by the industry showed a 
steady growth in the major categories, month by month. The 
only significant digression was the continued reduction in U. S. 
Governments held. This one major category showed a similar 
steady pattern but a declining total.*5 


Impact Measured Traditionally 


With reserve funds beyond the influence of the Federal Re- 
serve Authorities, the traditional measure of impact must be found 
in the holdings of Treasury securities and in the interest rate 
results of the life insurance industry. The portfolio of invest- 
ments for the life industry is divided into the main categories of 
Government bonds, corporate bonds, and real estate mortgages. 
It would be possible for Federal Reserve open market actions 
to encourage or discourage the companies in their desire to hold 
Governments. Throughout the full three years examined, the cumu- 
lative holdings of U. S. Government securities declined by more 
than $2 billion among life companies, while the same type of 
holdings among Savings and Loan Associations increased more 
than $1 billion. This happened even though the total assets in- 
creased by $16 billion plus in each of the two savings sectors.?6 
The Federal Reserve System was less successful in placing se- 
curities of the Federal Government with the life insurance group 
and was less able to control the availability of life insurance funds. 

The greater impact from Reserve policy will be noted when the 
rate of interest is considered and traced to investment policy of 
the insurance corporations. Although the Federal Reserve is the 
most influential group in the money market, the rate of interest 
structure is a result of the combined activities of business, the 


23Life Insurance Fact Book: 1958, p. 89. 

24]bid., pp. 90-1. 

25Federal Reserve Bulletin: March 1958, p. 325. 
26] bid. 


a 
ae 
ge 
: 
ae 


14 BAYLOR BUSINESS STUDIES 


Treasury, banks, and the Federal Reserve. A rise in market rates 
of interest, causing a fall in the market price of outstanding se- 
curities, would make the life insurance investment officers more 
reluctant to convert bond holdings into mortgages. The added 
profitability of the newer commitment must be weighed against 
the realized capital loss involved. 


The interplay of the Treasury interest rates, Federal Reserve 
discount rate, and money market forces brings about the interest 
rate structure. Any tightness in the money market will be re- 
flected in the rate of return that insurance company officers are 
able to realize on their investments. Investment income increased 
in total dollars from 1952 each year through the period of Reserve 
restraint to and including 1957.°”7 The net rate of interest earned 
on invested funds, figured before taxes, has increased steadily 
for ten years from its low point of 1947. After provision for 
Federal Income Taxes, the net rate of interest earned on invested 
funds increased from 1954 through 1957 except for a very slight 
dip in 1955.28 Thus, even though credit control policy made it 
more costly to convert an investment in Governments to an in- 
vestment in corporate bonds or mortgages, the overall profitability 
of the new investment must have more than compensated for any 
absorbed capital losses from conversion. 


Through this period of monetary restraint, life insurance cov- 
erage in the United States continued to increase. Possibly this 
reflects general public confidence in the ability of the Federal Re- 
serve Board of Governors to contain inflationary forces. There 
was a continued flow of new money into the life companies. At the 
same time, large amounts of additional funds are available to the 
companies through repayments made on the obligations they hold. 
The rate of interest is only of minor influence in directing the 
placement of this pool of money. At the same time, insurance 
companies have escaped much of the open market pressure for 
their purchasing of Treasury issues during prosperity years. Thus, 
the monetary authorities may have remaining mainly the moral 
suasion control weapon to influence insurance company placement 
of funds. 


27Fact Book: 1958, p. 53. 
28] bid., p. 59. 
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Conclusion 


Potential problems of economic control over disrupting tend- 
encies include the present-day pattern of benefits. In recent years, 
payments to living policyholders exceed death benefits. Life in- 
surance ownership also means a very large savings fund to the 
121 million American policy owners. “More families own life in- 
surance than any other type of long-term savings, and the total 
of their saving in life insurance policies at the end of 1954 was 
$69 billion.”2? The total of policy reserves had increased to $84.1 
billion by the end of 1957.3° 


This form of savings had absorbed personal income that could 
have gone directly into the market as consumer spending or other 
spending that might have increased the inflationary pressures. 
Thrift has always been an anti-inflationary force. Economic 
measures are needed to continue encouragement of this habit, and 
to manage credit or money flows in a manner that makes thrift 
profitable. The Federal Reserve officials may need to improve 
their use of moral suasion as a general credit control especially 
over this specialized savings institution, the life insurance institu- 
tion. 


29Fact Book: 1955, p. 63 
3800p. Cit., p. 61. 
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DOES DECENTRALIZATION TRAIN MANAGERS? 


Business leaders today are placing more and more emphasis 
on managerial training. This training has changed from the 
status of luxury to one of necessity. No longer is it merely a 
means for achieving competitive leadership; now it is a prime re- 
quirement for existence. The problem of maintaining managerial 
excellence and continuity has become so important that many 
companies now list selection and training of managerial personnel 
as a major function of the chief executive. Normally, the authority 
for training and selection is delegated to the director of personnel 
but is watched closely by the chief. 


Training may take many forms, from comprehensive, two-year 
university graduate programs in management to informal, on-the- 
job instruction. It is unlikely that any one program can be de- 
vised that will be best for every enterprise. But there is one 
form of training that may be applied in any concern in which 
there are two or more people, and this is found in decentralization 
of authority. 


Much has been said about the benefits to be gained from de- 
centralization of authority. What is the underlying cause of 
tnese benefits. The benefits can be traced back to one thing: the 
freedom of action resulting from decentralization. In this sense, 
decentralization is a powerful form of training. Of course, de- 
centralization of authority cannot stand alone as the sole training 
device. It should complement and be complemented by formal 
training programs that will give the manager instruction in ad- 
vanced managerial theory and that will train him in skills that he 
has little opportunity to exercise in any position he may hold at a 
given stage in his career. 

Decentralization can have different meanings to different 
people who read or hear it in the same context. However, when 
decentralization means pushing authority and responsibility as far 
down the chain of command as possible, then it is a form of train- 
ing. It means placing the authority for decision-making as close 
to the scene of action as practical. Geographical decentralization may 
or may not include decentralization of authority. Actually, some 
companies with widely dispersed operations maintain a tight, cen- 
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tralized hold on decision-making, and when the authority to make 
free decisions is withheld, then decentralization is scarcely a form 
of training for decision-making. One must be careful not to con- 
fuse dispersion of facilities with delegation of authority. 

A careful reading of the literature reveals that all management 
development programs, no matter what form they take, include 
the following two primary objectives: 

1. To help the manager to do better in his current job. 


2. To provide an environment for self-development for higher 

responsibilities. 

Important secondary objectives are: to improve employee- 
employer communications and to create a reserve of trained man- 
agers who may be moved up at any time to higher positions. 
However, the primary task of management training is to help the 
trainee adjust from the attitude of the specialist to the thinking 
of the manager. Management development therefore should seek 
to broaden the outlook of the trainee, to remove the restrictions 
of specialization which have cut him off from activities outside his 
specialty field. Training must expose him to new experiences and 
different ideas. 

The company must take the initiative early if it is to develop 
well-rounded managers who will be of value in more responsible 
positions. The company that waits too late to give its managers 
authority is going to have its middle and top management, as well 
as lower management, staffed with specialists who still have their 
narrow views and who still find it very difficult to see the overall 
picture of the company and its operations. The development of 
capable managers with broad viewpoints comes not primarily from 
formal programs and courses but from giving each of these man- 
agers a management job to do and giving him the authority to do 
it. 

Lyndall F. Urwick, the British author and management con- 
sultant, recently said, “You can’t develop executives. You can 
only help them to develop themselves.”! This appears to apply 
equally to all levels of management. This point of view is en- 
countered throughout the literature on executive development. 
The arguments that support this view follow: 


1. The most effective development is self-development. 


1“How to Improve Executive Training,” NATION’S BUSINESS, 46 
(July, 1958), p. 46. 
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2. Decentralization of authority not only encourages self-de- 
velopment, it makes it almost mandatory. 


3. In essence, decentralization makes every member of the 
management group the boss of his own unit. 


4. There is no greater incentive for releasing the maximum 
of human potential than to give recognition to the abilities 
and possibilities of the individual through decentralization. 


5. Nothing encourages a young man more than to be given 
authority and responsibility early while the fire of ambition 
is burning in him. Putting the management “trainee” on a 
detail job over in the corner to “let him prove himself’ is 
the most effective way to quench this fire. 


Training and promotion policies should create an atmosphere 
that will encourage the ambitious person always to consider 
every position as a stepping stone, a training post to the 
next higher position that eventually leads to top management. 


There should be nothing in the work situation that will ap- 
pear as an obstacle to opportunity for promotion. Any 
individual who is placed in a dead-end position justifiably 
may consider himself dead. 


Insofar as training is concerned, the essence of decentraliza- 
tion is the freedom to make decisions. If the ambitious person 
is made to operate under strict centralized controls and is given 
no freedom of thought and action, he will be inactive and will not 
develop. A person who never has a chance to make decisions 
eventually may lose the capacity and the desire to make decisions. 
The company that does not allow a certain amount of freedom 
will develop mechanics that can supervise, but not managers who 
can lead, 


Quite often the college graduate can bring something new in 
the field of theory to the business, but if he has no freedom, his 
thought will die. 


A manager who has been granted freedom of action will be 
able to plan and do the assigned duties in his own way. This 
provides a great stimulation in the development of incentive and 
creative thinking. The manager will feel the trust placed in him 
by his supervisor and will respond much more vigorously to 
assignments than if he were given detailed instructions on how to 
act with each assignment. The subordinate’s freedom to act must 


DECENTRALIZATION 19 


be “accepted” by the delegating superior as well as the subordinate. 
The superior must realize that the granting of freedom is the 
granting of the right to act in a different way from the way the 
superior would act in the same circumstance. If the superior does 
not accept this, then he has not really granted freedom to his sub- 
ordinate. The subordinate should be held responsible for results, 
not methods, as long as company policy and common sense are 
not violated. Freedom in managerial relationships is identical 
to the patriotic conception of freedom. It recognizes the import- 
ance of the individual and spurs him on to self-improvement and 
gives him a vision of the opportunities before him. It allows him 
to dream and plan and create. 

To prepare himself for the future, the manager should experi- 
ence in every position, to a somewhat lesser degree, the same 
conditions that he will meet in higher management. The dif- 
ference in the lowest managerial job and the chief executive job 
should be in degree, not in characteristics. 

An important aspect of training in industry is placement, 
especially in placing the newcomer. A person’s accomplishments 
in the training program may be valuable in deciding where he fits 
into the organization or whether or not there is a place for him 
in the organization at all. Putting the newcomer into a lengthy 
training program which does not include observation on a re- 
sponsible job may prove to be an expensive mistake resulting from 
an assumption that a good personnel selection was made. The 
brilliant student may turn out to be a good dise jockey, playing 
the phonograph records recorded in his mind from his voluminous 
reading, but may prove to be a poor manager. It is a bit disheart- 
ening, after spending hundreds of training dollars in time and 
effort, to find that a newcomer is unsuited for the type of work 
for which he was hired. Thus, one of the greatest benefits of 
decentralization is the opportunity it provides for the early dis- 
covery of the real potential of the individuals to whom authority 
has been delegated. It is to the benefit of both the company and 
the misfit that the latter be dismissed as soon as his unsuitability is 
discovered. The company can fill his position with someone more 
qualified, and he can look for a situation elsewhere more suitable 
to him. 

Mistakes made in lower ranking positions are less costly and 
easier to correct than those made in higher ranking positions. 
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Mistakes shotild tiot be feared tiot should they be ignored. Prog- 
ress is btilt of tiistakes, The man who tever tiakes a mistake 
is Hot doitig atiything. it is a foregotie conclusion that tiiis- 
takes will be tiade in the practice of tiarageierit, it is better that 
the his “learning imistakes” as low in the hierarchy 
as possible. A capable person will rarely make the same mistake 
twice, 

Development of profieleney is more rapid in the early stages 
of practice than in later stages. The young man should he given 
every opportunity to satisfy his desire for learning. If the fire of 
ambition is allowed to die, the company will lose the man, 
physically or mentally. 

Of course, there are disadvantages and dangers in decentraliza- 
tion, but that is not the subject of this article. It will suffice to say 
here that decentralization should not be undertaken indiscrimi- 
nately just because the idea sounds good and has worked well 
for other companies. There is no universal system of decentraliza- 
tion, Every enterprise must devise its own system to meet its 
own needs, A system of centralized control is usually maintained 
to achieve efficiency and to ensure that decentralization has not 
been carried too far. As time passes and the competence of the 
manager is proven, less control is required. Centralized control 
is always necessary to some degree, but it is a restriction of free- 
dom and should be held to the minimum consistent with efficiency. 

Training has a dual character. It involves the creation of an 
atmosphere or situation in which learning is possible and would 
also foster the learning process. The trainer provides the former, 
and the trainee the latter. Neither phase alone can accomplish any- 
thing. The company is motivated by its desire for more qualified 
managers who are prepared for promotion to higher responsibil- 
ities. The manager is motivated by his ambition for self-advance- 
ment. There is no better way to motivate, even to inspire, the 
manager than to recognize his worth and potential as an individual 


early by giving him a responsible job matched with authority to 
do it. 
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